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INTRODUCTION

The Internal Revenue Service Restructuring and Reform Act of 1998 (the “IRS Reform
Act”) made comprehensive changes relating to the operations of the Internal Revenue Service
(“IRS"). Goalsof the IRS Reform Act included increasing public confidence in the IRS and
making the IRS an efficient, responsive, and respected agency that acts appropriately in carrying
out its functions.? The IRS Reform Act included changes relating to organization and
manag3ement of the IRS, Congressional oversight, electronic filing, and taxpayer protections and
rights.

In the IRS Reform Act, the Congress directed the IRS to review and restate its mission to
increase its emphasis on serving the public and meeting taxpayer needs.* Prior to its revision, the
IRS mission statement focused on collecting the proper amount of tax.

The new mission statement has interaction with taxpayers asitsfocus. It states:

Provide America’s taxpayers with top quality service by helping them to
understand and meet their tax responsibilities and by applying the tax law with
integrity and fairnessto all.

To assist in achieving its new mission, the IRS has developed three strategic goals.” The
first goal isto provide top quality service to each taxpayer. The second goal is to provide top
quality serviceto al taxpayers. Thethird goal isto increase productivity within the IRS by
providing IRS employees with a quality work environment. The IRS describes the process of
change necessary to meet its strategic goals and fulfill its mission statement as “ modernization.”

Under provisions relating to Congressional oversight, the IRS Reform Act requires ajoint
review of IRS activities.® Thejoint review is to include two members from the majority and one

L Pub. L. No. 105-206 (July 22, 1998).

2H.R. Rep. No. 105-364, Pt. 1, at 34-35 (1997) and S. Rep. No. 105-174, at 11-12
(1998).

% For asummary of the IRS Reform Act’s taxpayer rights and protections, see Summary
of Revenue Provisions Contained in Legislation Enacted During the 105th Congress (JCX-75-
98), November 19, 1998 at 61-77. See aso, Internal Revenue Service, Highlights of 1998 Tax
Changes, Publication 553 (December 1998) at 20-25.

4 RS Reform Act sec. 1002.

® The most recent strategic plans and major strategies of the IRS are contained in Internal
Revenue Service, IRS Srategic Plan (Fiscal Years 2000-2005), Publication 3744 (February
2001) (hereinafter referred to as “IRS Strategic Plan”).

® Internal Revenue Code (“Code”) sec. 8021(f)(2). Unless otherwise indicated, all
section references are to the Code.



member from the minority of each of the Senate Committees on Finance, Appropriations, and
Governmental Affairs, and the House Committees on Ways and Means, Appropriations, and
Government Reform. The joint review isto be held at the call of the Chairman of the Joint
Committee on Taxation (“Joint Committee”), and isto take place before June 1 of each calendar
year 1999 through 2003." Thejoint review isto address the strategic plans and budget of the IRS
and such other matters as determined by the Chairman of the Joint Committee.

The IRS Reform Act also requires the Joint Committee to report annually to the Senate
Committees on Finance, Appropriations, and Governmental Affairs, and the House Committees
on Ways and Means, Appropriations, and Government Reform regarding certain matters relating
to the IRS. Thereport isto be made in each calendar year 1999 through 2003.2

Pursuant to the IRS Reform Act, ajoint review of the strategic plans and budget of the
IRS for fiscal year 2003 has been scheduled for May 14, 2002. This document,’ prepared by the
staff of the Joint Committee, contains the report of the Joint Committee relating to the IRS as
required by the IRS Reform Act.

" Thefirst, second, and third joint reviews were held on May 25, 1999, May 3, 2000, and
May 5, 2001, respectively. Transcripts are published in Joint Committee on Taxation, Sirategic
Plans and Budget of the Internal Revenue Service, 1999, May 25, 1999 (JCS-4-99); Joint
Committee on Taxation, Srategic Plans and Budget of the Internal Revenue Service, 2000, May
3, 2000 (JCS4-00); Joint Committee on Taxation, Joint Review of the Strategic Plans and
Budget of the Internal Revenue Service, 2001, May 8, 2001 (JCS-2-02).

8 Sec. 8022(3)(c). The previous three reports can be found at Report of the Joint
Committee on Taxation Relating to the Internal Revenue Service as Required by the IRSReform
and Restructuring Act of 1998 (JCX-24-99), May 20, 1999; Report of the Joint Committee on
Taxation Relating to the Internal Revenue Service as Required by the IRS Reform and
Restructuring Act of 1998 (JCX-46-00), April 28, 2000; and Report of the Joint Committee on
Taxation Relating to the Internal Revenue Service as Required by the IRS Reform and
Restructuring Act of 1998 (JCX-33-01), May 4, 2001.

® This document may be cited as follows: Joint Committee on Taxation, Report of the
Joint Committee on Taxation Relating to the Internal Revenue Service as Required by the IRS
Reform and Restructuring Act of 1998 (JCX-38-02), May 10, 2002.



EXECUTIVE SUMMARY
A. Providing Top Quality Serviceto Each Taxpayer
In general

The IRS sfirst strategic goal, providing top quality service to each taxpayer, is designed
to ensure that every taxpayer receives first-quality service when dealing with the IRS. Roper
opinion research organization surveys show a 44 percent improvement in the public approval
rating in the last two years. Electronic filers have shown higher satisfaction than paper filers.
The data show that the IRS has made a modest improvement in customer satisfaction with in-
person and tel ephone/correspondence collections procedures, while customer satisfaction has
decreased with respect to toll-free and local walk-in service. The IRS notes that the number of
IRS employees has decreased while the number of returns filed has increased, and this has
resulted in taxpayers receiving alower-than-expected level of service.

The 2002 filing season

The IRS and the GAO report that, with the exception of errors arising from the rate
reduction credit, the filing season has been smooth and returns are being processed on time.
Electronic filing has increased substantially and there has been an improvement in telephone
service; however, the General Accounting Office reports that some of the errors resulting from
the rate reduction credit may have been avoided with clearer IRS instructions, that some of the
IRS' s performance measures for tel ephone service are misconceived, and that important
performance measures for walk-in assistance have been delayed.

The IRS projects that net collections for fiscal year 2002 will be approximately $2
trillion. For fiscal year 2002, the IRS aso projects that it will receive 231 million returns,
including over 132 million individua returns, and the IRS expects to issue over 99 million
individual refunds -- 3 million more than for 2001. Asof March 23, 2002, the IRS reported that
the average dollar amount per refund was up over 12 percent from last year, and the average
refund as of that date was $1,980.

The IRS has reported that, through April 4, 2002, alittle more than 40 million tax returns
were filed electronically, which is a 13.7 percent increase from the same period last year. The
number of taxpayersfiling electronically from their home computer increased 39 percent over
last year. In addition, 3.6 million taxpayers filed their returns over the telephone and the IRS
reported that over 16 million taxpayers chose to file both their Federal and state tax returns
simultaneously in asingle electronic transaction, an increase of 23.8 percent over last year at this
time. Since 1997, electronic filing has increased by 110 percent and on-line filing has grown by
1,700 percent. The General Accounting Office found that, although the increase in the
percentage of returns filed electronically is not insignificant, the IRS will need larger future
increases to achieve the IRS Reform Act’s goal of 80 percent of al returnsfiled electronically by
2007. TheIRSisundertaking a number of initiatives to expand electronic filing for individual
and business taxpayers. In addition, the IRS introduced a new web site (www.irs.gov) and has
developed CD-ROMSs for small business taxpayers.



On telephone service, the IRS notes that through March 30, 2002, the total volume of
incoming calls on toll-free lines was up 13 percent, primarily due to questions concerning the
rate reduction credit and refunds. Even with the increased volume, through March 30, 2002,
approximately 66 percent of taxpayers who wanted to speak with a customer service
representative got through, compared to 68 percent at the same timein 2001. Over afour-week
period beginning in March, the IRS reports that 74 percent of callers got through, which makes
the IRS s goa of 71 percent for the year, within reach. Wait time for questions on tax law was
2.58 minutes (down from 4.27 minutes), and on account questions, 4.76 minutes, (down from
6.11 minutes). The correct response rate for tax law and tax account questions was 83 percent
and 89 percent respectively (compared to 75 percent and 88 percent ayear ago). In addition,
45.3 million taxpayers (or 8 percent more than last year) have used automated services to get
refund and other information. The IRS notes further that a special telephone line for victims of
the September 11, 2001 attacks was established by September 24 and over a 90 percent level of
service has been provided on the line. The General Accounting Office found that thisfiling
season, taxpayers are spending less time waiting to talk to an assistor and receive accurate
answers at a higher rate than ayear ago. The General Accounting Office confirms, however, that
the rate at which callers connect with an assistor is down, duein part to callers hanging up after
inquiring about the rate reduction credit and being transferred to automated services. The
National Taxpayer Advocate ranks access to | RS toll-free service as the number one problem
faced by taxpayers. The IRS Oversight Board notes that, while service is hampered by the lack
of modern tools and technology for providing better service, thereis adirect correlation between
the number of callsthat can be answered and staffing levels.

Walk-in serviceis available at more than 400 locations throughout the United States. As
of March 16, 2002, the IRS estimates that it had served over 3.3 million taxpayers at all
Taxpayer Assistance Centers, slightly more than for the same period in 2001. The Generd
Accounting Office reports that the accuracy rate reported through mid-March 2002 at walk-in
sitesis encouragingly high, at 84 percent. Although thisis clearly a better figure than the low
accuracy rates reported by the IRS in 2000 (24 percent) and by the Treasury Inspector General
for Tax Administration in 2001 (51 percent) the measurement methodology for 2002 is not
comparable to prior years so it is difficult to assess the degree of improvement. After delays, the
IRS plans to begin measuring the accuracy of account and return preparation services at walk-in
sites by June 2002.

Other serviceissues

In the summer of 2001, the IRS mailed out over 90 million advance payment checks for
the rate reduction credit and issued notices to all taxpayers and coordinated an unprecedented
outreach to America’ s taxpayers through an intricate computer programming project, numerous
news releases, an updated Web site, and additional assistorsto handle record call volumes.

Immediately following the September 11 terrorist attacks, the IRS provided
administrative relief to the victimsin the form of extensions to file returns and pay taxes and
suspended many enforcement actions for the affected taxpayers. In addition, specia toll-free
numbers were established to answer any questions, and a special disaster relief page was created
on the IRS' s Web site.



During the 2002 filing season, the IRS is averaging 12 days to issue a refund (compared
to 14.6 last year) for an electronic return and 26 days (compared to 28 days last year) for a paper
return, though the average rate is expected to increase at the end of the filing season.

The IRS acknowledges customer service shortcomings in the Employer Identification
Number assignment process. Telephone coverage for Employer Identification Number service at
IRS facilities has been inconsistent. Faxed requests for Employer Identification Numbers also
have not been handled expeditiously. On January 2, 2002, the IRS consolidated Employer
| dentification Number services into three sites and now offers telephone service at consistent
times.

The IRS redesigned six notices, and continues to redesign 24 additional notices. In
addition, the IRS has hired a consultant to develop ataxpayer burden model and has hired a
contractor to redesign Form 941 (Employer’ s Quarterly Federal Tax Return) and its instructions.
Schedule D, which is used to calculate capital gains and losses, was redesigned for the 2002 tax-
filing season. Nevertheless, the General Accounting Office reports that the IRS paperwork
burden increased in fiscal year 2001 by 250 million hours, due in significant part to changes
initiated by the IRS, as well as areaction to new tax laws.

B. Providing Top Quality Serviceto All Taxpayers
|n general

The second strategic goal requires the IRS to provide top quality service to all taxpayers.
A tax system designed to promote and ensure compliance, and effective enforcement of the law,
are essential components to achieving fair and uniform application of the tax law. In general, the
IRS ensures compliance by matching information received from employers, financial
institutions, and other businesses with information received by taxpayers. The IRS estimates that
the total personal income that cannot be verified by document matching was about $1.2 trillionin
fiscal year 1998, or 19.7 percent of total reported personal income. Infiscal year 2001, the IRS
began capturing the data from 16.8 million K-1 forms which are used to report income, credits,
and deductions of partners, shareholders and beneficiaries of passthrough entities. In 2002, the
IRS will begin processing and matching K-1 forms with individual tax returns. Trusts and
offshore bank accounts (including credit cards from offshore banks) used by upper-income
taxpayers to hide income have become a significant loss of revenue to the Treasury -- the IRS
estimates losses in the tens of billions of dollars. Among other things, the IRS has started a
specid initiative to identify offshore credit card accounts.

Enfor cement activity

Levies, liens, and seizures all increased significantly from fiscal year 2000: levies more
than tripled, liens increased by approximately 50 percent, and seizures jumped from 74 to 234.
However, total enforcement actions were afraction of levelsin fiscal years 1995 through 1998
(e.g., levieswere approximately 18 percent of 1997 levels, liens approximately 79 percent, and
seizures approximately 2 percent). Enforcement revenue remained at fiscal year 2000 levels at
$33.8 hillion, adrop from $37.2 billion in fiscal year 1997. The IRS attributesits inability fully
to pursue enforcement cases to the modernization effort, a decrease in staff, reassignment of



collection employees to support customer service activities, and additional staff time needed to
implement certain taxpayer protections that were included in the IRS Reform Act. Additionally,
the IRS reports that inadequate financial and operational information has hindered devel opment
of cost-based performance information for tax collection and enforcement programs.

The IRS Oversight Board is concerned that the broad decline in enforcement activity
increases the tax system’ s reliance on voluntary compliance, and fears that the public’s attitude
towards voluntary compliance is eroding.

The IRS has identified four areas of systemic non-compliance on which it plans to focus
its (limited) enforcement resources: (1) misuse of trusts and passthrough entities to hide or
improperly reduce income; (2) use of complex and abusive corporate tax shelters to reduce taxes
improperly; (3) failureto file and pay large accumulations of employment taxes; and (4)
erroneous refund claims and Earned Income Tax Credit fraud.

Audit activity

In fiscal year 2001, the audit rate increased slightly to .58 percent and the number of
returns audited increased to approximately 732,000. By contrast, the number of returns audited
in fiscal years 1997, 1998, and 1999 were approximately 1,519,000, 1,193,000, and 1,100,000 --
demonstrating a steady decline in number of returns audited. The IRS continues to audit the
1,100 largest corporations every year but the audit rate for all other corporations declined from 3
percent in 1992 to 1.1 percent in fiscal year 2001. The audit rate for all large corporations has
declined significantly since fiscal year 1997 (12,972 closures) to fiscal year 2001 (8,718
closures), and the decrease for small corporations is more dramatic, from fiscal year 1997
(56,323 closures) to fiscal year 2001 (14,332 closures). The IRS audited only one of every 256
returns of passthrough entities -- the equivalent of 0.39 percent. The IRS' s new K-1 matching
program will not provide any verification of the income reported by the passthrough entity itself;
this still requires an audit.

Technical staffing levels for audit activity have declined, from 14,399 revenue agents in
fiscal year 1997, 12,550 in 2000, and 11,598 in 2001, and from 2,318 tax compliance officersin
fiscal year 1997 to 1,702, in 2000, and 1420 in 2001. The IRS saysit will rely on the Business
Systems Modernization program to increase the effectiveness and efficiency of compliance
activities over the long term. The IRS also hopes to reduce the need for some enforcement
efforts by focusing on prefiling initiatives, thereby increasing voluntary compliance.

M easuring compliance -- National Resear ch Program

The IRS acknowledges that the lack of areliable way to measure taxpayer compliance
limitsthe IRS s ability to assess progress in serving all taxpayers through effective and fair
application of thetax laws. The IRSis developing a new program, the National Research
Program, which will measure filing compliance, payment compliance, and reporting compliance
by taxpayers. The data gathered through the National Research Program will be used to update
the formulas used for selecting returns for audit. The IRS Oversight Board supports the National
Research Program and requests Congressional support for the Program.



C. Productivity Through a Quality Work Environment
In general

Asitsthird strategic goal, the IRS plans to increase productivity by providing a quality
work environment for its employees. The IRS isworking to create a positive work place
characterized by equal opportunity, recognition of employee performance, and no artificial
barriers to advancement. According to the IRS, overall job satisfaction for IRS employees was
59 percent in the year 2000. This number decreased to 51 percent in 2001, a 14 percent decrease
from fiscal year 2000. According to the IRS Oversight Board, IRS employee morale and job
satisfaction are not adequate and that the IRS is not providing a quality work environment.

Violations for which | RS employees may be ter minated

The IRS Reform Act defined 10 specific acts of misconduct for which an IRS employee
may be terminated (“section 1203 violations’). The Commissioner may determine that there are
mitigating factors that weigh against terminating an employee. As of February 28, 2002, there
were 327 substantiated violations of section 1203. Of the 327 substantiated violations, 282 were
for failureto file aFedera tax return. Of the 3,045 completed section 1203 inquiries, 2,098
inquires found that the allegation was not substantiated; 620 inquires were found to constitute
non-section 1203 misconduct. Fifty-four employees have been removed for section 1203
violations, 46 of whom were removed for willful failure to timely file a Federal tax return. The
IRS reports that since enactment of section 1203, IRS employees frequently report that fear of a
section 1203 allegation causes reluctance to take appropriate enforcement actions and that
section 1203 is negatively affecting employee morale and effectiveness.

As part of this year’s budget request, the IRS requested that two section 1203 violations
be eliminated from the list. These are the late filing of tax returns for which arefund is due and
actions by IRS employees that violate another IRS employe€’ s rights, rather than a taxpayer’s
rights. The IRS aso requested that the unauthorized inspection of returns or return information
be added to the list of violations. In addition, the IRS wants the Commissioner to be able to
establish guidelines that outline specific penalties, including termination, for the types of
wrongful conduct listed under section 1203. The IRS Oversight Board found that section 1203
needs reform.

Per sonnd flexibility and | RS management

The IRS Reform Act gave the IRS considerable authority relating to recruitment and pay
authority. To attract and retain highly qualified and exceptional individuals, the IRS uses
professional search firms and often has IRS and Treasury executives interview Streamlined
Critical Pay candidates. The IRS credits the recruitment techniques and the streamlined aspect
of the program with finding executives that are better qualified than by using traditional
recruitment means. According to the IRS, the Streamlined Critical Pay executives have brought
exceptional talent and awide range of skillsto the IRS. In recruiting critical pay personnel, the
IRS spent $1,822,759 for moving expenses (the program is the same as for career personnel
except the IRS Reform Act covers an executive' sfirst move prior to government service) and



$3,639,985 on executive searches. The IRS states that more could be accomplished if IRS
employees were eligible for Streamlined Critical Pay positions.

Development of or ganizational perfor mance measur es

Historically, enforcement revenue has been a key measure of success at the IRS. The
IRS Reform Act sought to change thisfocus. Accordingly, the IRS is changing its organizational
performance measures to balance business results (both quantity and quality), customer
satisfaction, and employee satisfaction. The IRS Oversight Board reports that the IRS will
complete the implementation of the balanced measures program in 2002.

D. Organizational and Technological M oder nization

Organizational moder nization

The IRS has made significant progress in implementing the new organizational structure.
The IRS created four operating divisions to serve taxpayers of similar needs. Wage and
Investment; Small Business and Self-Employed, Large and Mid-Size Business, and Tax Exempt
and Government Entities. There are al'so several functional units, including Appeals, the
Taxpayer Advocate Service, Criminal Investigation, and Communication and Liaison. This new
organization formally replaced the prior geographically based organizational structure on
October 1, 2000. Top management isin place for each of the operating divisions and business
units. The final stages of implementation, including the redistribution of workload, will require
another year (through fiscal year 2002).

However, the transition to the restructured IRS continues to be awkward. Problems
stemming from the new structure include: providing managers and executives with appropriate
authority to make decisions, change-induced decrease to employee morale, uncertain
relationships among the new operating divisions, uncertain understanding by IRS personnel
about how the new structure is meant to work, and the lack of appropriate information systems.

Technology moder nization

Presently, the IRS relies on computer systems developed in the 1960's and 1970’ sto
maintain taxpayer records. Modernization of such systemsis amassive long-term project that
aims to improve: access to information and tax data for all taxpayers, accuracy of information
provided by the IRSto all taxpayers, speed of response to taxpayers, timeliness of IRS initiated
actions, and productivity of IRS staff.

There are two major modernization efforts. Business Systems Modernization and Tier B
modernization. Business Systems Modernization is the more significant, involving the long-term
reconstruction of the IRS s business technology and processes. Tier B modernization typically
involves shorter-term projects directed toward updating software and coordinating old computer
systems with new technology as improvements are made by Business Systems Modernization.

For the past seven years, the General Accounting Office has discussed with the IRS the
importance of establishing sound management controls to guide its systems acquisition projects.



In June 2001, the General Accounting Office found that although the IRS continued to make
important progress in implementing modernization management controls, the IRS's

moderni zation management capacity was still not where it needed to be. In February 2002, the
General Accounting Office reported progress, specifically, that the IRS had: (1) reviewed the
PRIME contractor’ s quality-assurance function and recommended improvements; (2) defined
risk management policies and procedures for its enterprise lifecycle approach; (3) issued the
second version of the IRS's enterprise architecture and implemented steps to ensure that the
architecture would be integrated with other modernization projects; and (4) planned an
independent assessment of selected projects. In addition, IRS recently hired technical and
managerial executives with substantial private-sector experience for its reorganized Business
Systems Modernization Office.

In March 2002, the Treasury Inspector General for Tax Administration released an audit
report of the IRS s modernization efforts and called the IRS “overly optimistic” about the
timetable for delivering modernized systems, “given the immaturity of [the IRS s|] management
processes.” The Treasury Inspector General for Tax Administration noted areas requiring
improvements needed to avoid future delays and cost increases.

This April, the General Accounting Office reported continued progress and noted a
number of IRS accomplishments. Despite progress made, however, the General Accounting
Office reports that the IRS is not where it committed to be in acquiring both infrastructure and
application systems and not where it needs to be in implementing modernization management
controls. In particular, the General Accounting Office found that the IRS is proceeding with
building systems -- including detailed design and software development work -- before the IRS
has (1) fully implemented mature software acquisition management processes, (2) developed and
deployed a human capital management strategy, and (3) established effective cost and schedule
estimating practices.

The IRS has reported that Business Systems M odernization projects have aready
encountered cost, schedule, and/or performance shortfalls. The General Accounting Office’s
analysis has showed that weak management controls contributed directly to these problems.
According to the IRS, until the weaknesses are fully addressed, the IRS will be (1) relying on
existing immature processes; (2) leveraging the knowledge, skills, and abilities of experienced
senior executives to ensure that issues are properly managed; and (3) hiring additional
experienced executives. The General Accounting Office believes the answer liesin amore
modest scope and pace of systems projects until management capacity is brought up to the level
needed.

There are anumber of key modernization programs. The Customer Account Data Engine
(often referred to as CADE) will provide a modern system for storing, managing, and accessing
taxpayer records and accounts. The Customer Account Data Engine incrementally will move
individual filers from the 1960s tape system to a modern database, and will create applications
for daily posting, settlement, maintenance, refunds processing and issue detection for taxpayer
tax accounts and return data. The Customer Account Data Engine will be deployed over asix-
year period in five “Releases.” First steps were scheduled to begin in October 2001 but have
been delayed.



The Customer Account Management program will allow the IRS to update datain the
Customer Account Data Engine and will help the IRS give taxpayers timely and accurate
responses to requests and inquiries; however it cannot be deployed beyond itsinitial limited
releases without Customer Account Management.

The e-Services project will support the IRS' s ability to conduct most transactions with
taxpayers and their representatives in an electronic format, as required by the IRS Reform Act.

Another program will deliver a self-service Internet application to allow taxpayers to
check on the status of their income tax return posting and their refund.

The Custodial Accounting Project will provide the IRS with the control and reporting
capabilities mandated by Federa financial management laws.

The Enterprise Data Warehouse will provide the foundation for data mining and decision
analytic tools, and will enable risk-based analysis for case selection and provide the tools to
report on IRS balanced performance measures.

Filing and Payment Compliance will use technology to improve IRS communications
with taxpayers on compliance issues and also protect taxpayer rights.

E. IRSBudget Request for Fiscal Year 2003
In general

For fiscal year 2003, the IRS budget request totals $10.418 billion and 101,080 full-time
equivalent positions. The fiscal year 2003 budget request reflects a $482 million increase from
the fiscal year 2002 appropriated level of $9.936 billion and an increase of 1,179 full-time
equivaent employees from the fiscal year 2002 proposed operating level of 99,901 full-time
equivalent employees. The IRS fiscal year 2003 budget request has four building blocks: (1)
provide aworld class level of service; (2) modernization; (3) maintain current operations; and (4)
legidlative proposals.

Funding for customer service

To provide aworld class level of service, the IRS requests $260 million to fund initiatives
to enhance customer service and compliance and workload increases, $158 million of which will
be funded through reapplication of resources within the base budget. This amount reflects $125
million and 1,857 full-time employees for compliance, $91 million and 1,595 full-time
employees for customer service and workload increases, and $44 million for non-labor increases.

Funding to support |RS moder nization

The IRS has requested an increase of $68 million for Business Systemsand Tier B
Modernization above the $432 million operating level for fiscal year 2002. The IRS has
requested atotal of $450 million for Business Systems Modernization (a $58 million increase).
The IRS states that the increase will fund the contract, equipment, and software costs needed to
improve the speed, timeliness and accuracy of the IRS s interactions with taxpayers. The IRS
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plans to deliver a number of benefits for businesses, employees, taxpayers, and a number of
project-related benefits.

The IRS has requested atotal of $50 million for Tier B modernization (a $10 million
increase). The IRS states that the Tier B projects will support objectivesin criminal
investigations, national headquarters business units, and wage and investment business activities.
In addition, Tier B investments will provide all Remittance Transaction payment information on-
linein real time, alow for team-based reporting compliance, give employees electronic training
tools, support the National Forensic Lab’s technology, and create computer enhancements that
permit multiple system interfaces on one computer terminal.

Funding to maintain current operations

The IRS requests $342 million to maintain current operations. Of this amount, $295
million funds pay, benefits, and non labor inflationary costs, $37 million covers the costs of
within-grade pay increases for on-board employees, and $10 million is for enhanced security
arrangements pursuant to the Homeland Security Supplemental. The IRS expects to save $39
million from better business practices and notes that $31 million from the fiscal year 2002
budget for homeland security does not recur in fiscal year 2003.

L egisative proposals and other adjustments

Proposalsin the President’ s fiscal year 2003 Budget require an increase and adjustments
of $40 million for the costs of retirement and health benefit retiree costs, the costs of services
provided by the General Services Administration, the National Archives and Records Service
and the Department of Agriculture, and a surcharge to the Department of Labor for Federa
Employees’ Compensation Act benefits.

Financial audit of | RSfiscal year 2001 financial statements

Like fiscal year 2000, the General Accounting Office expressed an unqualified opinion
on al IRSfinancial statements. The General Accounting Office rendered unqualified opinionsin
both years due to the “ extraordinary efforts of IRS senior management and staff to compensate
for serious internal control and system deficiencies.” By contrast, the General Accounting
Office' saudit of IRS financial statements for fiscal year 1999 resulted in an unqualified opinion
onits custodia activity statement, a qualified opinion on its balance sheet, and a disclaimer that
no opinion could be issued on the remaining IRS financial statements. In prior years, the
General Accounting Office’ s audit reports were less favorable. However, despite its unqualified
opinions, the General Accounting Office continues to identify many material weaknessesin the
IRS sinternal controls.

F. Other Matters Addressed by the IRS Reform Act

|RS Oversight Board

In its January 2002 annual report, the IRS Oversight Board found that customer service
(especialy toll-free telephone and walk-in service) has not risen to desired levels but notes that
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taxpayer satisfaction with the IRS hasincreased. Enforcement results are slightly upward by
many measures in 2002, with the exception of a general decrease in the number of audits. The
IRS Oversight Board finds that IRS productivity has decreased by many measures over the past
three years, which may be attributable to a variety of factors, such as declining resource
alocation, low employee satisfactions, and tax-law complexity. The IRS Oversight Board
approved the IRS's proposed budget for fiscal year 2003.

The IRS Oversight Board identified as significant challenges to the IRS the outdated state
of IRS technology, the increasing complexity of the tax code, reduced staffing levels, service
levelsto taxpayers, declining results in enforcement, lack of compliance data to make informed
resource allocation decisions, declining productivity, workforce engagement, successful
implementation of the balanced measures program (which will evaluate employee performance
with measures other than tax results), and other human capital issues.

To improve the Business Systems M odernization program, the IRS Oversight Board
recommends that the IRS improve its program management ability, work more effectively with
the PRIME Contractor, and manage change more effectively. The IRS Oversight Board also
recommends that the PRIME Contractor, the Administration, Congress, and oversight
organizations work to support the completion of the Business Systems Modernization program.

The IRS Oversight Board held a public meeting on January 29, 2002, during which it
heard testimony about IRS operations from representatives of 16 organizations. Other activities
of the IRS Oversight Board include helping to select a new IRS Commissioner, reviewing the
performance evaluations and proposed bonuses of 13 IRS executives, and interviewing the
current National Taxpayer Advocate prior to her selection as such.

National Taxpayer Advocate

The National Taxpayer Advocate' s annual report focused on tax code complexity as the
most serious problem facing business and individual taxpayers. The National Taxpayer
Advocate' s Report identified six main areas for legislative action: family status issues, joint and
severd liability, alternative minimum tax for individuals, penalties and interest, home-based
service workers, and IRS collection procedures. The National Taxpayer Advocate made several
detailed legidlative proposals for each area. The National Taxpayer Advocate' s Report also
identified and discussed 23 of the most serious problems identified by individual taxpayers and
identifies the top ten most litigated issues by taxpayers.

The National Taxpayer Advocate’ s Report states that during fiscal year 2001, the
Taxpayer Advocate Service independently reviewed and took action to resolve over 272,000
cases. The National Taxpayer Advocate' s Report listed the top sources of Taxpayer Advocate
Service casework as Earned Income Tax Credit examinations due to the Revenue Protection
Strategy, processing of claims or amended returns, initial processing of original paper or
electronic individual returns, and processing of refunds.
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Treasury Inspector General for Tax Administration

The Treasury Inspector General for Tax Administration’s semiannual report to the
Congress for the period April 1, 2001, through September 30, 2001, reports that the Treasury
Inspector General for Tax Administration issued 126 audit reports during the six-month period.
Financial results due to audit reports totaled $13 billion and an additional $13.3 billionin
increased revenue and protected revenue. The Treasury Inspector General for Tax
Administration estimates that its audit recommendations will improve tax administration for
approximately 14.5 million taxpayers. In addition, the Treasury Inspector General for Tax
Administration closed nearly 2,322 investigations of criminal wrongdoing and administrative
misconduct during the reporting period. Investigations recovered approximately $8.1 million.

The Treasury Inspector General for Tax Administration reports that the IRS has improved
security over information systems and has made notable progress in modernizing its technology
systems. However, significant weaknesses continue to exist in both areas. The Treasury
Inspector General for Tax Administration also reported that: the IRS needs to increase its focus
on international compliance programs and improve the quality and use of information received
on the income of foreign persons; the IRS s Criminal Investigation function was not making a
shift to investigate tax crimes as recommended by the June 2001 Report; the IRS did not have a
centralized process to ensure that all of the requirements of the Government Performance and
Results Act were achieved and maintained; the IRS has made significant improvementsto its
remediation plan to bring its financial systemsinto compliance; and that while the IRS had made
progress in implementing the taxpayer rights provisions of the IRS Reform Act, significant
improvements are needed in compliance with IRS Reform Act provisions, including innocent
spouse relief, notice of lien, prohibition on Illegal Tax Protester designations, and restrictions on
the use of enforcement statistics. In addition, the Treasury Inspector General for Tax
Administration reports that improvements are also needed in meeting IRS Reform Act’slegd
and procedural requirements for collection statute extensions and installment agreements.

The Office of Investigation completed 1,045 investigations related to threats, assaults, or
harassment of IRS employees as they carry out their duties. During the reporting period, the
Office received 3,902 complaints of fraud, waste, abuse, and other forms of wrongdoing by IRS
agents, of which 1,600 warranted further investigation. The Strategic Enforcement Division of
the Office of Investigation analyzed 293 |eads of potential unauthorized access to tax
information by IRS employees, resulting in 139 referrals to field special agents.

Taxpayer rights

The IRS has stated that the principal difficulty in carrying out the taxpayer due process
provisions of the IRS Reform Act has been engineering an efficient system that does not
disproportionately expend resources on cases in which taxpayers are abusing the process to delay
collection. According to the IRS, a significant percentage of due process cases (four percent, or
800 out of atotal of 20,000 casesin inventory) advance arguments that are frivolous or otherwise
without merit. The IRS has requested a legislative change to permit the IRS to dismiss requests
for collection due process hearings if the request is based on frivolous arguments or is intended
to delay or impede tax administration. The IRS also has requested that the United States Tax
Court be the exclusive venue for suits to obtain judicial review of an Appeals determination
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resulting from a collection due process hearing. The IRS reports that it will establish alist of
known claims that the IRS will treat as frivolous and will publish the list on the IRS website.

The Treasury Inspector General for Tax Administration concluded in September 2001
that the IRS is fully compliant with the seizure of property and the notice of levy provisions of
the IRS Reform Act. However, in a more recent report, the Treasury Inspector General for Tax
Administration found that the IRS does not always release levies as required by the Code in
cases where a determination had been made that the tax was not collectible due to economic
hardship and that IRS was closing some cases that should not be closed.

The Treasury Inspector General for Tax Administration found that the IRS was not fully
compliant with the notices of lien procedures. In some cases, the IRS failed to notify the
taxpayer that alien had been filed, and the IRS still was not compliant with legal and internal
guidelinesin 17 percent of the cases reviewed. The Treasury Inspector General for Tax
Administration found that Appeals officers hearing appeals of determinationsto file alien or
intent to levy generally complied with legal requirementsin 85 of 87 cases reviewed.

The IRS has faced several difficulties in implementing the innocent spouse provisions. A
number of factors resulted in a significant backlog of cases. However, the IRS has taken several
steps to improve the program and the data show that the IRS is reducing the backlog
substantially. In addition, the average processing time for claims has improved significantly.
The IRS reports that efficiencies achieved through the centralization of innocent spouse claimsin
Cincinnati and deployment of the Integrated Case Processing software warrant areduction in
staff. The National Taxpayer Advocate concludes that the IRS s efforts are commendabl e and
that fewer innocent spouse cases were being reported to the Taxpayer Advocate Service. The
Treasury Inspector General for Tax Administration concluded that the IRS is effectively
educating taxpayers about the requirements that must be met to qualify for innocent spouse
relief.

In arecent report on the offer in compromise program, the General Accounting Office
found that between fiscal years 1997 and 2001, the inventory of unresolved offers nearly tripled
to approximately 95,000. Changes to the program have increased the demand for offers, the
number of stepsinvolved, and the number of staff hourstaken. The IRS s processing far fewer
offers within six months today than the IRS did in fiscal year 1999 and is processing offers
within six to 12 months at about the same rate. Offers that take more than a year to process have
increased substantially. The IRS attributes the delay in processing offersin compromise to
several factors. To improve the process, the IRS has requested modification of the rulesto
permit the IRS to enter into installment agreements for amounts less than the full liability owed
by taxpayers. The IRS aso requests the authority to dismiss requests for offersin compromise
that are based on frivolous arguments or that are intended to delay or impede tax administration.
In addition, the IRS requests that an opinion of IRS Chief Counsel no longer be mandatory for
compromises of $50,000 or more (including penalties and interest).

The IRS aso explains this year’ sincrease in average processing time in part to the fact
that experienced employees were moved from the field to help train at the centralized offer in
compromise sites and that training took longer than expected. In addition, the IRS reports that
the newly established centralized sites have been understaffed and attrition at the sites has been
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higher than expected. The IRS saysthat in April 2002 an additional 82 Offer Examiners, and, by
June 2002, an additional 35 Process Examiners will have completed training and the sites then
will be fully staffed.

The IRS stated that it continues to address the backlog of offer in compromise casesin a
number of ways. In general, the General Accounting Office characterized the likely
effectiveness of the IRS's current initiatives as uncertain. In light of such uncertainty, the
General Accounting Office recommended that the Commissioner: (1) develop afinal
implementation plan that evaluate and prioritizesthe various IRS offer initiatives before moving
forward with implementation; (2) determine what offer in compromise performance and cost
data should be collected; (3) establish goals for offer processing time that are based on taxpayer
needs, costs, and other benefits; and (4) prepare documentation describing the IRS's proposed
partial payment installment agreement program.
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|. PROVIDING TOP QUALITY SERVICE TO EACH TAXPAYER
A. In General

The IRS sfirst strategic goal, providing top quality service to each taxpayer, is designed
to ensure that every taxpayer receives first-quality service when dealing with the IRS. To
achieve this goal, the IRS has determined that it needsto: (1) provide clear tax law guidance,
forms, and instructions; (2) provide taxpayers with accurate, quick, and convenient information
about their tax accounts and assistance in determining how much to pay, how to pay, and how to
make adjustments to their accounts; and (3) treat taxpayers professionally, with full
consideration of their rights, and promptly inform the taxpayer when the IRS believes additional
taxes are owed.™

Opinion surveys show that taxpayer service isimproving. Roper opinion research
organization surveys show that, after reaching an all time low point in 1998, the agency’s public
approval rating improved in 2001. The survey shows a 44 percent improvement in the last two
years. The American Customer Satisfaction Index survey for 2001 (conducted by the University
of Michigan) reported an increase in taxpayer satisfaction of 11 percent since calendar year 2000
and 22 percent since calendar year 1999, the largest favorable gain of the 30 federal agencies
surveyed.” The satisfaction rate for electronic filerswas 77 out of 100 points, in contrast with
52 points for paper tax filers.*®

19|RS Strategic Plan at 4, 25. To carry out the IRS strategic goals, the IRS has devel oped
six guiding principles: (1) understand and solve problems from the taxpayer’ s point of view; (2)
enable managers to be accountable with the requisite knowledge, responsibility, and authority to
take action; (3) align measures of performance at all organizationa levels; (4) foster open and
honest communication; (5) insist on total integrity; and (6) demonstrate effective stewardship of
assets and information entrusted to the IRS. Id. at 37. All IRS executives, managers, and
employees are expected to manage and operate using these guiding principlesin their
interactions with both taxpayers and other employees. In addition to guiding principles, the IRS
has developed 10 “major strategies’ to achieve its strategic goals. These strategies are to: meet
the needs of taxpayers; reduce taxpayer burden; broaden the use of electronic interactions;
address key areas of noncompliance; stabilize traditional compliance activities; build a capability
to deal effectively with the global economy; meet the special needs of the tax-exempt
community; recruit, develop, and retain a qualified workforce; provide high-quality efficient, and
responsive information services and shared support services, and promote effective asset and
information stewardship by improvinginternal processes for information management, financial
management, and asset management.

! Internal Revenue Service Oversight Board Annual Report (January 2002) (hereinafter
“IRS Oversight Board Report”) at 10-11.

12 Special Report: Government Satisfaction Scores (December 21, 2001), available at
http://www.theacsi .org/government/govt-01.html.

Bd.
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In 2001, for the first time, the IRS set performance goals for its primary programs.** The
resulting agency-wide operational performance measures provide a benchmark for analysis of
the IRS's performance with respect to service to taxpayers.”® The data show that the IRS has
made a modest improvement in customer satisfaction with in-person and tel ephone/
correspondence collections procedures, while customer satisfaction has decreased with respect to
toll-free and local walk-in service.’® The IRS notes that the number of IRS employees has
decreased while the number of returns filed has increased, and this has resulted in taxpayers
receiving a lower-than-expected level of service.'’

B. The 2002 Filing Season
Overview

Commissioner Rossotti testified that the 2002 tax filing has been “smooth, with returns
being processed on time, electronic filing increasing substantially and improved accessibility and
accuracy of telephone service.”*® Although confusion and a significant number of errors have
resulted from the rate reduction credit, the IRS reports that it has responded quickly to errors and
taxpayers are timely receiving refunds. The General Accounting Office, in its preliminary
review of the IRS' s performance during the 2002 filing season, agreed that, with the exception of
the rate reduction credit, the filing season so far has been smooth, there has been continued
growth in eectronic filing, and telephone service hasimproved.”® However, the General
Accounting Office reports that some of the errors resulting from the rate reduction credit may
have been avoided with clearer IRS instructions, that some of the IRS' s performance measures
for telephone service are misconceived, and that important performance measures for walk-in
assistance have been delayed.®

 Internal Revenue Service Progress Report, From the Commissioner of the Internal
Revenue Service (December 2001) (hereinafter “IRS Progress Report”) at 36.

> However, as discussed below, the General Accounting Office reports that the
performance measures do not provide useful information about certain aspects of the IRS's
telephone service.

1% |RS Progress Report at 38.
1d. at 30.

18 Statement of Charles O. Rossotti, Commissioner of Internal Revenue, before the
Subcommittee on Oversight of the House Committee on Ways and Means (April 9, 2002)
(hereinafter “Rossotti April 9, 2002, Testimony”) at 2.

19 Statement of James R. White, Director, Tax Issues, before the Subcommittee on
Oversight of the House Committee on Ways and Means (April 9, 2002) (hereinafter “GAO April
9, 2002, Statement”) at 3.

201d. at 2-3.
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The IRS projects that net collections for fiscal year 2002 will be approximately $2
trillion.?* For fiscal year 2002, the IRS also projects that it will receive 231 million returns,
including over 132 million individual returns, and the IRS expects to issue over 99 million
individual refunds -- 3 million more than for 2001. As of March 23, 2002, the IRS reported that
the average dollar amount per refund was up over 12 percent from last year, and the average
refund as of that date was $1,980.% Commissioner Rossotti testified that just over 40 million tax
returns have been filed electronically, a 13.7 percent increase from last year.

Ratereduction credit

In an otherwise smooth filing season, the rate reduction credit has, as of March 15,
caused errors on 3.1 million returns out of 4.7 million returns with errors.** The credit is for
taxpayers who did not receive the maximum benefit of the advance payments that were mailed in
the summer of 2001, as required by the Economic Growth and Tax Relief Reconciliation Act of
2001, and whose 2001 income or tax amounts qualify them for an additional anount. To
administer the one-time credit, the IRS added aline to the individual income tax forms and
provided a worksheet for taxpayers to determine eligibility. Common errors have been: failure
to claim the credit, mistakenly reporting as a credit the amount already paid to the taxpayer asthe
advance payment, and miscalculation of the amount of the credit.

The General Accounting Office reports that the IRS may have been able to prevent some
of these errors with clearer instructions, for example by highlighting the rate reduction credit and
the new line on the tax forms on the cover page of the instructions, where IRS aerts taxpayers to
annual changes, instead of mentioning the credit under the highlighted caption “ Tax Rates
Reduced.”® The General Accounting Office notes that information on the IRS' s website was
more informative than information on the instructions. However, the General Accounting Office
and the IRS report that the IRS acted quickly once it became apparent that errors on the rate
reduction credit were numerous.®® The IRS posted information on its website, sought to increase
public awareness about the credit through new releases and other measures, and for electronic
filers, rejected many returns so that the error could be corrected and the return resubmitted. The
General Accounting Office notes that there does not appear to have been an adverse impact on

%! Rossotti April 9, 2002, Testimony at 2.
22 1d.

21d.

2 GAO April 9, 2002, Statement at 21.
2 d. at 23-24.

2 1d. at 22; Rossotti April 9, 2002, Testimony at 2.
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the IRS s ability to process returns and refunds in atimely fashion because of the increased
error-correction workload, though this could change as the filing season progresses.”’

Electronic tax administr ation

In general

Electronic filing generaly is thought to have advantages over paper returns for both the
IRS and taxpayers. According to the IRS, taxpayers who file electronically are able to obtain
their tax refunds faster than taxpayers who file paper returns and, in general, electronic filing is
more accurate than paper filing.

The IRS has reported that, through April 4, 2002, alittle more than 40 million tax returns
were filed electronically, which is a 13.7 percent increase from the same period last year. The
number of taxpayers filing electronically from their home computer increased 39 percent over
last year.?® In addition, 3.6 million taxpayers filed their returns over the telephone® using the
TeleFile system, which was down from 3.8 million from the same period last year. Maryland,
Oregon, and West Virginia joined and Georgia, Indiana, Kentucky and Oklahomain the
Federal/State TeleFile option.* In addition, the RS reported that over 16 million taxpayers
chose to file both their Federal and state tax returns simultaneously in asingle electronic
transaction,®! an increase of 23.8 percent over last year at thistime. Thisyear, 37 states and the
District of Columbia are participating in the program. Since 1997, electronic filing has increased
by 110 percent and on-line filing has grown by 1,700 percent. The American Customer
Satisfaction survey showed that electronic filers had a high satisfaction rate, increasing in each of
the last three years. Overal, the IRS is on pace to meet its goal of receiving 46 million returns
electronically thisyear, an increase of 15 percent from last year.

The General Accounting Office found that, although the increase in the percentage of
returns filed electronically is not insignificant, the IRS will need larger future increasesto
achieve the IRS Reform Act’s goal of 80 percent of all returns filed electronically by 2007.%
The General Accounting Office reported that to encourage more electronic filing in 2002, the
IRS mailed letters to approximately 250,000 tax professionals encouraging their continued use or

2 GAO April 9, 2002, Statement at 23.
%8 Rossotti April 9, 2002, Testimony at 3.
2 4.

% Federal/State TeleFile allows taxpayers to file both Federal and State returnsin asingle
telephone call.

3! Rossotti April 9, 2002, Testimony at 3.

% GAO April 9, 2002, Statement at 25. See also section 2001 of the IRS Reform Act.
The IRS has acknowledged that “achieving the congressionally-mandated goal of 80 percent of
returns filed electronically by 2007 will be very difficult.” IRS Progress Report at 13.
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adoption of electronic filing. The IRSalso mailed about 23 million postcards explaining the
benefits of electronic filing to selected taxpayers, for example, those who had received TeleFile
packagesin prior years but did not utilize the program.®

The National Taxpayer Advocate's fiscal year 2001 Annual Report to Congress lists the
cost of electronic filing for low-income taxpayers as one of the most serious problems
encountered by taxpayers* According to the National Taxpayer Advocate, |ow-income
taxpayers file returns to obtain excess withholding or the Earned Income Tax Credit and many
have a pressing need for funds. Although paper returns are an option, paper returns take four to
six weeks to process compared to about ten daysto receive arefund by direct deposit from an
electronically filed return. However, many taxpayers incur a significant cost to claim the Earned
Income Tax Credit electronically. They may be charged a fee for return preparation, for
electronic return submission, and for a refund anticipation loan if they need money immediately.

Electronic filing for individual taxpayers

Expansion of the e-file program.--The IRS continues to expand availability of the e-file
program, by increasing the number of different forms that taxpayers may file electronically. For
example, for the 2002 filing season, the IRS added 29 additional forms and schedules to the
individual e-filing program.® The IRS reports that over 99 percent of all taxpayers are eligible
for electronic filing, and that this year's increase could add 38 million electronic filers.*

Personal identification numbersin lieu of paper signatures--The IRS isin the process of
making the e-filing process entirely paperless. In prior years, the taxpayer’s signature (on paper)
was required to be filed with an electronically-filed return. 1n 2000, the IRS successfully tested
the use of a personal identification number code in lieu of a paper signature. In 2001, the
program was extended to taxpayers nationwide and nine million taxpayers utilized the self-
selected personal identification number option.*” The IRS is continuing the program this year.
According to the General Accounting Office, as of March 14, 2002, approximately 17.1 million
returns had been filed electronically using a self-selected personal identification number, about
180 percent more than during the same period in 2001.%

3 GAO April 9, 2002, Statement at 26.

% |nternal Revenue Service, National Taxpayer Advocate Annual Report to Congress for
Fiscal Year 2001, Publication 2104 (December 31, 2001) (hereinafter “National Taxpayer
Advocate FY 2001 Report”) at 61-63.

% Rossotti April 9, 2002, Testimony at 3.

®1d. at 3-4.

¥1d.

% GAO April 9, 2002, Statement at 26.
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Expanded payment options.--In the 2002 filing season, the IRS expanded the electronic
payment options available by accepting credit cards for payment of installment agreements and
delinquent taxes. The IRS reported that as of April 4, 2002, about 46,449 payments averaging
$2,459 were made by credit card and 84,671 payments averaging $979 were made by Automated
Clearing House Direct Debit (which allows taxpayers to authorize the debit of a checking or
savings account).®

Marketing the e-file program to taxpayers.--According to a December 2001 report by the
General Accounting Office, approximately 40 million returns were prepared on computers but
then filed on paper.”® The IRS reports that this year it focused its marketing campaign on
promoting electronic filing by such taxpayers and by taxpayers who use tax preparers but file on

paper.

Electronic filing for business taxpayers

The IRS reportsthat it has expanded electronic filing options for business taxpayers.
Employers aready could file Form 941, “Employer’s Quarterly Federal Tax Return”
electronically. Now, businesses also can file electronically Form 940, “Employer’s Annual
Federal Unemployment (FUTA) Tax Record” and some businesses can file by telephone. In
addition, Form 1065 (which reports partnership income) and the accompanying K-1s can now be
filed electronically. The IRS reports progress in making Form 1099 (to report other income)
available electronically, and in designing a corporate tax return electronic filing program that is
scheduled to be implemented in one year** To promote electronic filing by businesses, the IRS
has placed advertisements in publications, including Fortune Magazine.

The IRS further noted that, in 2002, the electronic federal tax payment system, which
permits taxpayers to pay federal taxes using electronic means, continues to be successful. In
addition, on September 6, 2001, the IRS launched an online electronic federal tax payment
system, which lets taxpayers pay federal taxes through a secure web site. The IRS stressed that
the confidentiality and privacy of taxpayer information is of the highest priority.*?

IRS Web site

In January, the IRS introduced a new web site (www.irs.gov). The site was designed to
make it easier for taxpayers to find information and to be more focused on the taxpayers as a
customer. The web siteis divided into categories of taxpayers, for example, the Small

% Rossotti April 9, 2002, Testimony at 4.

“0 General Accounting Office, Report to the Chairman, Subcommittee on Oversight,
Committee on Ways and Means, House of Representatives, Assessment of IRS Tax Filing
Season (December2001), GAO-02-144 at 3.

! Rossotti April 9, 2002, Testimony at 5.

2.
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Business/Self-Employed Community, which compiles relevant information for the kind of
taxpayer and thus makes the site easier to use. The new web site retains features of the old, such
astax forms, instructions, and publications; the latest tax information and tax law changes; tax
tables and rate schedules; hypertext versions of all taxpayer information publications; all
TeleTax topics; answers to the most frequently asked tax questions; alibrary of tax regulations;
and the weekly Internal Revenue Bulletin, which contains the latest revenue rulings, revenue
procedures, notices, announcements, and proposed and final regulations. As of March 14, the
IRS web site was listed as third in the Lycos search engine’s Top 50 searches. In 2001, the web
site recorded 2.7 billion hits and more the 336 million forms and publications were downloaded.
For fiscal year 2001 through March 31, web site hits totaled 1.95 billion, a more than 36 percent
increase on the same period last year. The IRS reports using the web site as a method to
comnllénicate tax scams and fraudulent schemes to taxpayers, including the slavery reparations
scam.

CD-ROMs

The IRS has developed CD-ROMSs for small business taxpayers. The Small Business
Resource Guide 2002 contains all the business tax forms, instructions and publications needed to
manage a business, as well as information about disaster relief and the Welfare-to-Work credit.
Up to five copies can be ordered free online. Introduction to Federal Taxes for Small
Business/Self-Employed isintended as an introductory guide for business students, new small
business owners, and self-employed entrepreneurs. A Virtual Small Business Workshop
replicates IRS workshops on the primary tax implications of establishing and running a small
business and provides captions in English, Spanish, and Mandarin Chinese. These latter two
CD-ROMs are free.*

Telephone and walk-in service

Telephone service

Throughout the 2001 filing season, the IRS offered 24-hour, seven-days-a-week
telephone assistance. After April 16, 2001, the IRS provided around-the-clock service for refund
and account callers, and service for tax law assistance was provided Monday through Saturday
from 7:00 am. until 11:00 p.m.* For the 2002 filing season, the IRS determined that customer
service would be improved if telephone assistance were better allocated to meet customer
demand, which the IRS determined based on a usage study by AT&T.*® Starting in October
2001, IRS assistors were available 7 am. to 10 p.m. Monday through Friday local time. During

®1d. at 6-7.
“1d. at 10.

“> Report of the Joint Committee on Taxation Relating to the Internal Revenue Service as
Required by the IRS Reform and Restructuring Act of 1998 (JCX-33-01), May 4, 2001 at 83.

“6 Rossotti April 9, 2002, Testimony at 7.
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the filing season (January 2, through April 15, 2002), assistors also were available on Saturdays
from 9 am. to 5 p.m., on President’s Day and on Sunday April 7 and Sunday April 14.
Automated assistance is available 24 hours a day, seven days a week.*’

The IRS notes that through March 30, 2002, the total volume of incoming calls on toll-
free lines was up 13 percent, primarily due to questions concerning the rate reduction credit and
refunds. Even with the increased volume, through March 30, 2002, approximately 66 percent*®
of taxpayers who wanted to speak with a customer service representative got through, compared
to 68 percent at the sametimein 2001. Over afour-week period beginning in March, the IRS
reports that 74 percent of callers got through, which makes the IRS s goal of 71 percent for the
year, within reach.*® Wait time for questions on tax law was 2.58 minutes (down from 4.27
minutes), and on account questions, 4.76 minutes, (down from 6.11 minutes). The correct
response rate for tax law and tax account questions was 83 percent and 89 percent respectively
(compared to 75 percent and 88 percent ayear ago). In addition, 45.3 million taxpayers (or 8
percent more than last year) have used automated services to get refund and other information.*
The IRS notes further that a special telephone line for victims of the September 11, 2001 attacks
was established by September 24 and over a 90 percent level of service has been provided on the
line.

The General Accounting Office found that this filing season, taxpayers are spending less
time waiting to talk to an assistor and receive accurate answers at a higher rate than ayear ago.
The General Accounting Office confirms, however, that the rate at which callers connect with an
assistor isdown, duein part to calers hanging up after inquiring about the rate reduction credit
and being transferred to automated services.”

The General Accounting Office reports that the IRS attributes improvements in telephone
service to hiring and training assistors earlier than in past years, certifying that assistors
completed the necessary training, using a computer-based call routing system to refer callsto an
assistor trained in the pertinent topic, and to IRS s establishment of new performance measures
and goals for the call sites.®® The General Accounting Office notes, however, that although the

471 d.
2.

9 A recent memorandum from the Commissioner of the IRS to Treasury Secretary
O’ Neill indicated that reaching a service level of 90 percent would require additional funding of
$35 million. Rossotti April 9, 2002, Testimony at 9.

01d. at 7-8.

> GAO April 9, 2002, Statement at 27-29. The National Taxpayer Advocate's Fiscal
Y ear 2001 Report listed access to customer service toll-free telephone service as the most serious
problem encountered by taxpayers. National Taxpayer Advocate FY 2001 Report at 8-10.

2 GAO April 9, 2002, Statement at 29-30.
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IRS' s performance measures are useful in some respects, none of the measures reflect the
number of callers that hang up while listening to the initial menu, even though the IRS has this
data. The General Accounting Office notesthat the number of such callers decreased after the
IRS streamlined the menu in mid-February. In addition, the General Accounting Office notes
that the IRS does not measure automated tel ephone service, and that the IRS counts some calls as
receiving assi stor service even though the only service received was by automation.
Nevertheless, the General Accounting Office does not recommend that the IRS take further
action on such performance measures, pending a further review.>

The National Taxpayer Advocate ranks access to |RS toll-free service as the number one
problem faced by taxpayers> The IRS Oversight Board notes that, while service is hampered
by the lack of modern tools and technology for providing better service, thereisadirect
correlation between the number of calls that can be answered and staffing levels.™

Walk-in service

Walk-in serviceis available at more than 400 |ocations throughout the United States. At
many walk-in sites, service was offered on 12 Saturdays between January 27, 2002, and April
14, 2002. Asof March 16, 2002, the IRS estimates that it had served over 3.3 million taxpayers
at all Taxpayer Assistance Centers, slightly more than for the same period in 2001.%°

Taxpayers utilizing walk-in service can make payments, receive help with tax law and tax
account questions, obtain tax forms and publications, and receive limited courtesy return
preparation. Return preparation is available for taxpayers with incomes of $33,000 or less, thus
ensuring assistance for taxpayers that qualify for the Earned Income Tax Credit. Taxpayer
Assistance Centers also host Problem Solving Days to resolve longstanding taxpayer issues.”’
The IRS reports that thisfiscal year it is developing baselines for tax law, accounts, and return
preparation accuracy.®

According to the General Accounting Office, fiscal year 2002 isthefirst year the IRSis
measuring the quality of Taxpayer Assistance Centers using contract reviewersinstead of IRS

1d. at 31-32.
> National Taxpayer Advocate FY 2001 Report at 8.
*® |RS Oversight Board Report at 11.

*® Rossotti April 9, 2002, Testimony at 10. See also, Appendix at 5 (showing a slight
increase in taxpayers served per hour from 4.37 in fiscal year 1999 to 4.20 in fiscal year 2001,
and a decrease of approximately 43,000 hours spent with taxpayers). The Appendix contains a
letter and attachments from Charles O. Rossotti, Commissioner of Internal Revenue, to Lindy L.
Paull, Chief of Staff, Joint Committee on Taxation (May 2, 2002).

" Rossotti April 9, 2002, Testimony at 11; GAO April 9, 2002, Statement at 32.

*8 Appendix at 5.
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employees. Contract reviewers pose as taxpayers and make random visits to Taxpayer
Assistance Centers. Reviewers ask two of four questions that the IRS has developed for this
purpose based on the most common inquiries received by the IRS by telephone. The General
Accounting Office reports that the accuracy rate reported through mid-March 2002 is
encouragingly high, at 84 percent. Although thisis clearly a better figure than the low accuracy
rates reported by the IRS in 2000 (24 percent) and by the Treasury Inspector General for Tax
Administration in 2001 (51 percent) the measurement methodology for 2002 is not comparable
to prior years™ so it is difficult to assess the degree of improvement. After delays, the IRS plans
to begin measuring the accuracy of account and return preparation services at walk-in sites by
June 2002.%

Thisfiling season, auditors of the Treasury Inspector General for Tax Administration
visited 40 taxpayer assistance centers and asked 168 tax law questions. IRS employees provided
36 correct responses, 42 correct responses despite procedural errors, 40 referralsto publication in
lieu of aresponse, and 50 incorrect responses.®

C. Other Servicelssues

Administering advance paymentsfor theratereduction credit

Just six weeks after the signing of the Economic Growth and Tax Relief Reconciliation
Act of 2001, the IRS began mailing out over 90 million advance payment checks. The IRS had
begun work weeks earlier so that it would be prepared to handle the $36 billion advance payment
provision. The IRS coordinated an unprecedented outreach to America s taxpayers, an intricate
computer programming project, numerous news rel eases, an updated Web site, and additional
assistors to handle record call volumes.®

The IRS issued notices to al taxpayers, both those who qualified for an advance payment
and those who did not. The notices, issued prior to the checks, helped to answer taxpayers
guestions and reduce the number of telephone calls. Although a computer glitch caused ailmost a
half-million taxpayers to receive notices with inaccurate amounts, the error was identified and
those taxpayers were sent a second notice with the corrected amount. Initialy, the IRS's
telephone systems were overwhelmed and many taxpayers could not get through to the IRS. The

% Results in 2000, 2001, and 2002 all were based on visits to walk-in sites by persons
posing as taxpayers, but the questions, the number of weeks covered, and the number and
selection of siteswere different. GAO April 9, 2002, Statement at 33.

©1d. at 34.

®! Testimony of Pamela J. Gardiner, Deputy Inspector General for Audit, Treasury
Inspector General for Tax Administration, before the Subcommittee on Government Efficiency,
Financial Management and Intergovernmental Relations of the House Committee on
Government Reform (April 15, 2002).

%2 |RS Progress Report at 18.
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IRS responded by retaining its seasonal workers and applying additional resources to address the
crisis. All told, 21.8 million taxpayer calls on the advance refund were answered.®®

September 11th

Following the September 11 terrorist attacks, IRS and Treasury Department employees
did their best to minimize the distraction of tax issues for the victims. By September 14, the IRS
provided administrative relief to the victimsin the form of extensions to file returns and pay
taxes. Many enforcement actions for the affected taxpayers also were suspended for six months.
In addition, special toll-free numbers were established to answer any questions, and a specia
disaster relief page was created on the IRS s Web site.®

In addition, on September 18, the IRS' s Tax Exempt/Government Entities Division
placed a new publication on the IRS' s Web site that provided information to assist the public to
make use of charitable organizationsin providing disaster relief. On December 10, the IRS
issued interim guidance that recognized the unique circumstances caused by the tragedy and
made it easier for charities to distribute aid to the victims and their families.®

Refunds

For fiscal year 2001, the IRS averaged 14.6 daysto issue arefund from an electronic
return and 28 days to issue arefund from a paper filed return. During the 2002 filing season, the
IRSisaveraging 12 days for an electronic return and 26 days for a paper return, though the
average rate is expected to increase at the end of the filing season. By contrast, in 1997 the
average return rate was 16 days (electronic) and 37.7 days (paper); in 1998, 15 days (electronic)
and 34.8 (paper); and in 1999, 14 days (el ectronic) and 35.09 (paper).®

Employer identification numbers

The IRS acknowledges customer service shortcomings in the Employer Identification
Number assignment process.®” The National Taxpayer Advocate's Annual Report ranks
“Obtaining Employer Identification Numbers’ as one of the top 15 problems faced by
taxpayers.®® According to the Taxpayer Advocate, taxpayers are unable to obtain Employer
| dentification Numbers within the specified timeframes. This hinders their ability to file Federal

*1d. at 19.

*1d.

® |RS Notice 2001-78, 2001-50 IRB 576 (December 10, 2001).
% Appendix at 7.

%" |RS Progress Report at 21.

% National Taxpayer Advocate FY 2001 Report at 7.
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and state returns and conduct their business.*® Telephone coverage for Employer Identification
Number service at IRS facilities has been inconsistent. Prior to January 2, 2002, some sites
answered their phones only three days a week; other sites answered their phones only four hours
per day.” Faxed requests for Employer Identification Numbers also were not handled
expeditioudly.

On January 2, 2002, the IRS consolidated Employer Identification Number servicesinto
three sites and now offers telephone service at consistent times.”* However, because the system
shut down from December 21 until January 2, when the system reopened the telephone lines
were overwhelmed and it took several weeks to stabilize the service.”

Burden reduction

One of the ten major strategies included in the IRS Strategic Plan is “reduce taxpayer
burden.” Through an approach of short- and long-term improvements, the IRS is working to
provide taxpayers with both immediate and far-reaching burden relief and has created the Office
of Taxpayer Burden Reduction. The IRS s short term efforts include reducing the number of
taxpayers who must file specific forms, ssimplifying or eliminating forms and notices altogether,
and making it easier through electronic meansto file and pay. In order to improvethe IRS's
correspondence with taxpayers, and following the IRS Reform Act’ s directions, the IRS
redesigned six notices, including those dealing with math errors, balance due, overpayments and
offsets. The IRS continues to redesign 24 additional notices, and plansto release 11 by July
2002, and the remaining 13 in January 2003."

The IRS is making other efforts to reduce taxpayer burden. The IRS has hired a
consultant to develop a taxpayer burden model and has hired a contractor to redesign Form 941
(Employer’s Quarterly Federal Tax Return) and itsinstructions. Schedule D, which is used to
calculate capital gains and losses, was redesigned for the 2002 tax-filing season. A box was
added to the Form 1040 to allow taxpayers to select athird party who may talk directly with the
IRS during the processing of the return, and to discuss the status of arefund, payment or other
notice with the IRS.” The IRS also announced on April 10 that it has reduced the paperwork for
most small businesses that file corporate tax returns by eliminating completion of Schedules L,
M-1, and M-2 of Form 1120, Parts Il and IV of Form 1120A, and Schedules L and M-1 of Form

1d. at 43.
4.
1d. at 43-44.

"2 Testimony of Roger Harris, Enrolled Agent, before the Committee on Ways and
Means, Subcommittee on Oversight, April 9, 2002.

® |RS Progress Report at 18.

™ Rossotti April 9, 2002, Testimony at 9-10.
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1120S. The Commissioner estimated that the changes could save 2.6 million small businesses
approximately 61 million staff hours.” Nevertheless, the General Accounting Office reports that
the IRS paperwork burden increased in fiscal year 2001 by 290 million hours, due in significant
part to changes initiated by the IRS, aswell as a reaction to new tax laws.”

> IRS News Release |R-2002-48.

"® General Accounting Office, Testimony before the Subcommittee on Energy Policy,
Natural Resources, and Regulatory Affairs, Committee on Government Reform, Burden
Increases and Violations Persist (April 11, 2002) GAO-02-598T at 2. At the hearing, the
Commissioner defended some IRS initiatives as hecessary to collect information on tax schemes.

See BNA, Daily Tax Report, Taxpayer Paperwork Burden Increasing, GAO Says; Rossotti
Defends Agency Efforts (April 12, 2002).
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II. PROVIDING TOP QUALITY SERVICE TO ALL TAXPAYERS
A. In General

The second strategic goal requiresthe IRS to provide top quality service to all taxpayers.
This goal aims for fundamental fairness and uniform application of the law to all taxpayers. The
IRS s goal isto ensure that the tax law is applied with fairness and integrity so that taxpayers
who fail to comply with the tax laws do not burden those who comply. A tax system designed to
promote and ensure compliance, and effective enforcement of the law, are essential components
to achieving fair and uniform application of the tax law.

In general, the IRS ensures compliance by matching information received from
employers, financial institutions, and other businesses with information received by taxpayers.
Third parties report approximately 80 percent of the personal income received by taxpayers. The
remaining 20 percent of income, mostly business income, is not reported and often requiresin-
person auditing to verify. Also, businessincome, including that by passthrough corporations,
partnerships, and trusts can be verified only by auditing.”” The IRS estimates that the total
personal income that cannot be verified by document matching was about $1.2 trillion in fiscal
year 1998, or 19.7 percent of total reported personal income.”

In fiscal year 2001, the IRS began capturing the data from 16.8 million K-1 forms which
are used to report income, credits, and deductions of partners, shareholders and beneficiaries of
passthrough entities.” 1n 2002, the IRS will begin processing and matching K-1 forms with
individual tax returns.®’ In the beginning stages, the IRS will match only for income and
dividends, not losses, although the IRS will cross-match for potential nonfiling of returns.®

Trusts and offshore bank accounts (including credit cards from offshore banks) used by
upper-income taxpayers to hide income have become a significant loss of revenue to the
Treasury--the |RS estimates |osses in the tens of billions of dollars.®* 1n 2002, the IRS's Fraud,
Anti-Money Laundering, and Abusive Schemes groups and the Lead Development Center were
placed under the supervision of one IRS executive in order to alow better flow of information

" Internal Revenue Service Accountability Report Fiscal Year 2001, Publication 3385
(Revised March 2002) (hereinafter “IRS Accountability Report”) at 8.

8 |RS Progress Report at 25.
" |RS Accountability Report at 8.
814,

81 See Amy Hamilton, IRS Considers Smplifying K-1s, 2001 Tax Notes Today 185-8
(September 24, 2001).

8 Rossotti April 9, 2002, Testimony at 16.
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between these programs.®® In addition, the IRS started a special initiative to identify offshore
credit card accounts® Thisinitiative, which is still in its early stages, has had initial successin
identifying cardholders for investigation.®®

B. Enforcement Activity

The IRS' sgoal in fiscal year 2001 was to stop the long-term decline in compliance
activities, and enforcement actions did increase in fiscal year 2001. For example, levies, liens,
and seizures al increased significantly from fiscal year 2000: levies more than tripled, liens
increased by approximately 50 percent, and seizures jumped from 74 to 234.%° However, total
enforcement actions were afraction of levelsin fiscal years 1995 through 1998 (e.g., levieswere
approximately 18 percent of 1997 levels, liens approximately 79 percent, and seizures
approximately 2 percent).!” Enforcement revenue remained at fiscal year 2000 levels at $33.8
billion, adrop from $37.2 billion in fiscal year 1997.%8 The IRS attributes its inability fully to
pursue enforcement cases to the modernization effort, a decrease in staff, reassignment of
collection employees to support customer service activities, and additional staff time needed to
implement certain taxpayer protections that were included in the IRS Reform Act.®
Additionally, the IRS reports that inadequate financial and operational information has hindered
development of cost-based performance information for tax collection and enforcement
programs.®

The IRS Oversight Board continues to find the decline in enforcement activities
troubling, especially in light of the fact that the number of returns filed isincreasing while the
number of returns examined, and the number of IRS employees, is decreasing. The IRS
Oversight Board is concerned that the broad decline in enforcement activity increases the tax
system’ sreliance on voluntary compliance, and fears that the public’ s attitude towards voluntary
complianceis eroding. **

8 Statement of Charles O. Rossotti, Commissioner of Internal Revenue, before the
Senate Finance Committee (April 11, 2002) at 18-19.

#1d. at 19.

®1d.

8 Appendix at 38.

¥1d.

%1d. at 29.

% |RS Accountability Report at 24.
*1d.

%! |RS Oversight Board Report at 11-14.
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To combat tax fraud schemesin general, the IRS issued two nationwide alerts warning
taxpayers not to fall victim to fraud and false refund schemes, and established on the IRS website
aprogram to alert taxpayers and practitioners of fraud and tax schemes.” On November 15,
2001, the Justice Department filed lawsuits in federal courtsin three states to crack down on a
scam that claimed that Section 861 of the tax code exempts from taxation all domestic income
earned by U.S. citizens.®

The IRS has identified four areas of systemic non-compliance on which it plans to focus
its (limited) enforcement resources. (1) misuse of trusts and passthrough entities to hide or
improperly reduce income; (2) use of complex and abusive corporate tax shelters to reduce taxes
improperly; (3) failure to file and pay large accumulations of employment taxes; and (4)
erroneous refund claims and Earned Income Tax Credit fraud.** The IRS has been activein
pursuing enforcement actions in these four areas, and has begun using the civil enforcement
provisions of the Internal Revenue Code to enjoin promoters of abusive schemes.®

IRS Criminal Investigation had 301 open investigations of abusive trustsin 2001,
including 125 of promoters of such trusts.*® The IRS also has developed specialized training
programs and trained 160 agents and attorneys on abusive trust-related issues. At the end of
2001, IRS agents were auditing 57 promoters and evaluating several hundred abusive schemes.®”’

Curbing corporate tax sheltersisatop priority for the Large and Mid-Size Business
Division.® In 2000, the Division established the Office of Tax Shelter Analysis as the focal
point for tax shelter compliance initiatives.*® The Office of Tax Shelter Analysisis responsible
for coordinating and planning tax shelter initiatives and supporting IRS examiners working on
abusive tax shelter issues. It aso serves as a clearinghouse for information provided to the IRS
on potentially improper tax shelter activity by corporate and non-corporate taxpayers.’® In

%2 | RS Progress Report at 24.
% 1d.; IRS Accountability Report at 24.
% |RS Progress Report at 22.

% Rossotti April 9, 2002, Testimony at 23. For agenera overview of the IRS's
compliance efforts, see Michael Brostek, Testimony before the Senate Committee on Finance,
Enhanced Efforts to Combat Abusive Tax Schemes--Challenges Remain (April 11, 2002) GAO-
02-618T.

% |RS Progress Report at 22.
7 1d. at 23.

% Testimony of Larry R. Langdon, Commissioner Large & Mid-size Business Division,
Internal Revenue Service, before the Senate Committee on Finance (March 21, 2002) at 1.

% |RS Progress Report at 23.

100 Id
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2000, regulations were issued requiring corporate taxpayers to disclose reportable transactions
and requiring promoters to register confidential corporate tax shelters and maintain lists of tax
shelter investors. However, the Treasury Department and the IRS are disappointed in the small
number of disclosures and the lack of compliance by promoters with the list maintenance rules,
and have concluded that significant changes to the rules are necessary.®*

Case openings related to employment taxes increased by 75 percent in 2001.)% The IRS
also issued a special consumer aert on the employment tax fraud problem.

The IRS fought tax-filing fraud in the Earned Income Tax Credit areain many ways. The
IRS implemented a program of education and outreach visits by IRS agents to offices with ahigh
volume of Earned Income Tax Credit return preparers, organized visits by agents to such offices
to review compliance with due diligence requirements, and “ partnered” with Criminal
Investigation to ensure investigation of known fraudulent Earned Income Tax Credit claims and
schemes. The IRS also began a check of secondary socia security and identification numbers
associated with aqualifying child to reduce the number and amount of ineligible claims made
under the Earned Income Tax Credit to address erroneous refunds and compliance among
taxpayers who claim the Earned Income Tax Credit.®

C. Audit Activity

An important role of auditsisto verify major categories of income and deductions. In
fiscal year 2000, the audit rate for individuals was less than one-half of one percent and the
number of individual returns audited (including service center or correspondence audits) was
approximately 618,000. In fiscal year 2001, the audit rate increased slightly to .58 percent and
the number of returns audited increased to approximately 732,000.2%* By contrast, the number of
returns audited in fiscal years 1997, 1998, and 1999 were approximately 1,519,000, 1,193,000,
and 1,100,000 -- demonstrating a steady decline in number of returns audited.

The income reported by businesses is asimportant as that of individuals with respect to
both tax revenues and fairness. The IRS continues to audit the 1,100 largest corporations every
year but the audit rate for al other corporations declined from 3 percent in 1992 to 1.1 percent in
fiscal year 2001.2% The audit rate for all large corporations has declined significantly since

191 Testimony of Mark Weinberger, Assistant Secretary of the Treasury for Tax Policy,
before the Senate Committee on Finance (March 21, 2002) at 6.

192 | RS Progress Report at 24.
193 |RS Accountability Report at 24.

14 |RS Progress Report at 43. Most of thisincrease is attributable to an increase in
correspondence audits of taxpayers with income in excess of $100,000. IRS Oversight Board
Report at 11.

1% | RS Progress Report at 25.

32



fiscal year 1997 (12,972 closures) to fiscal year 2001 (8,718 closures), and the decrease for small
corporations is more dramatic, from fiscal year 1997 (56,323 closures) to fiscal year 2001
(14,332 closures).'®

Of particular concern to the IRS is the growing number of entities, such as partnerships,
trusts, and S corporations, that pay no income tax at the businesslevel, but pass their net income
through to their shareholders or partners. 1n 2000, these entities filed 7.4 million returns,
reported $5 trillion of gross revenues, and $680 billion of income. However, the IRS audited
only one of every 256 returns -- the equivalent of 0.39 percent.'”” The IRS' s new K-1 matching
program will not provide any verification of the income reported by the business entity itself;
this still requires an audit.

A significant impediment to achieving the IRS' s compliance goals was the in-person
examination rate (for corporations and individuals), which declined about 20 percent in fiscal
year 2001. The IRS believes that improving this number will be along-term process, and
anticipates seeing increasesin thisareain three years. The IRS plans to show improvement by
stabilizing the number of compliance personnel, reengineering processes, and setting clear
goals.'® However, technical staffing levels for audit activity have declined, from 14,399
revenue agentsin fiscal year 1997, 12,550 in 2000, and 11,598 in 2001, and from 2,318 tax
compliance officersin fiscal year 1997 to 1,702, in 2000, and 1420 in 2001.'%®° The IRS saysit
will rely on the Business Systems Modernization program to increase the effectiveness and
efficiency of compliance activities over the long term.*® The IRS also hopes to reduce the need
for some enforcement efforts by focusing on prefiling initiatives, thereby increasing voluntary
compliance.

In fiscal year 2001, the IRS implemented the first phase of a multi-year Collection Re-
engineering Program to ensure that business tax cases are promptly assigned to revenue officers.

106 Appendix at 8. The IRS reports that audits conducted by automation (e.g., the
Automated Underreporter Program and the Automated Substitute for Return Program) have been
more constant than audits conducted in the field and by correspondence, but the decrease till is
significant. For example, in fiscal year 1997 the Automated Underreporter Program closed
1,598,471 cases and sent 3,500,804 letters compared to 1,161,901 cases and 2,576,375 lettersin
fiscal year 2001. For the Automated Substitute for Return Program, in fiscal year 1997 392,598
cases were closed and 525,432 |etters were sent compare to 333,770 cases and 393,751 lettersin
fiscal year 2001. Id. at 9.

197 |RS Progress Report at 25.
1% 4. at 26.

109 Appendix at 33.

110 Id
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The RS asois“reinvigorating” the fraud referral program, so that taxPayers will be referred for
criminal investigation whenever serious noncompliance is discovered.™

D. Measuring Compliance -- National Research Program

The IRS acknowledges that the lack of areliable way to measure taxpayer compliance
limitsthe IRS s ability to assess progressin serving all taxpayers through effective and fair
application of the tax laws.™? Because reliable and timely financial, operational, and compliance
datais not available to help target efforts to collect billions of dollarsin unpaid taxes, the Federal
government is exposed to significant losses of tax revenue and compliant taxpayers bear an
undue burden of financing the government’ s activities. The IRS projects that the total tax gap
from nonfiling, underreporting, and underpayment was $272.4 billion in 1998 ($166.4 billion
from individual income tax, $40.5 billion from corporate income tax, and $65.5 billion from
employment taxes).*** The decline in key collection actions such as levies and seizures may
increase the incentives for taxpayers either not to report or to underreport their tax obligations.

To address these concerns, the IRS is developing a new program, the National Research
Program, which will measure filing compliance, payment compliance, and reporting compliance
by taxpayers. The IRS has designed the National Research Program to lessen taxpayer burden
while still obtaining a sample sufficient to catch tax cheating and to help reduce audits of
compliant taxpayers by at least 15,000 returns ayear.*** Under the Program, payment
compliance data will be generated annually and reporting compliance surveys will be conducted
every three years. The data gathered through the National Research Program will be used to
update the formulas used for selecting returns for audit. The IRS plansto begin the National
Research Program’ s work in September 2002 by gathering datafor individual taxpayers, and
plans to survey small corporations, partnerships, and trustsin the future.™™> The IRS Oversight
Board supPorts the National Research Program and requests Congressional support for the
Program.™°

1 |RS Progress Report at 25.
112 |RS Accountability Report at 9.

13 See table at Appendix at 34. The IRS notes that the projection is based on compliance
data gathered for tax years 1985 and 1988 and assumes constant compliance rates. Id. at 33.

14 Rossotti April 9, 2002, Testimony at 13.

3 | nternal Revenue Service, IRS Fact Sheet, National Research Program (January 16,
2002).

118 |RS Oversight Board Report at 14.
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[Il. PRODUCTIVITY THROUGH A QUALITY WORK ENVIRONMENT
A. In General

Asitsthird strategic goal, the IRS plans to increase productivity by providing a quality
work environment for its employees. Using the private sector as amodel, the IRS notes that
success requires providing employees with high-quality technology tools, adequate training,
effective management, and active engagement in the goals of the organization. TheIRSis
working to create a positive work place characterized by equal opportunity, recognition of
employee performance, and no artificia barriers to advancement. The IRS measures success in
building productivity by increasing its workforce only slightly while concurrently handling an
increased workload, and improving service to each taxpayer and to all taxpayers. Employee
satisfaction also is measured as part of this goal.

According to the IRS, overall job satisfaction for IRS employees was 59 percent in the
year 2000.** This number decreased to 51 percent in 2001, a 14 percent decrease from fiscal
year 2000.*® The IRS strategic plan notes that employee satisfaction differs significantly among
race, national origin, and gender groups.™®

According to the IRS Oversight Board, IRS employee morale and job satisfaction are not
adequate.*® Many IRS productivity measure have decreased during the past three years.
Although no single factor is responsible, the IRS Oversight Board finds that the declinein
productivity may be attributable to declining resource allocations, low employee satisfaction,
additional case complexity, less direct time spent on cases, and additional legislated
requirements.*?

In addition, the IRS Oversight Board finds that the IRS is not providing a quality work
environment. The ability of IRS personnel to respond to taxpayer questions and efficiently
perform critical dutiesislimited by the fact that the IRS computer systems are outdated.** The

7 |RS Progress Report at 39.

11814, at 39. TheIRS notes that the definition of employee satisfaction changed in 2001,
so the numbers are not fully comparable. However, the IRS further notes that the declinein
employee satisfaction can be attributed to the effects of IRS reorganization. Id. at 29.

9| RS Strategic Plan at 98.
120 | RS Oversight Board Report at 9.
211d. at 14.

12214, at 23.
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system prevents taxpayers from receiving up-to-date account information and inhibits
meaningful progress on RS modernization,™® which is frustrating to IRS employees.

B. Violationsfor Which IRS Employees May Be Terminated

Offenses and procedur es

The IRS Reform Act defined 10 specific acts of misconduct for which an IRS employee
may be terminated (“section 1203 violations’). These acts are:

Q) willful failure to obtain the required approval signatures on documents
authorizing a seizure of ataxpayer’s home, personal belongings, or business
assets;

(2 providing afalse statement under oath with respect to a material matter involving
ataxpayer or taxpayer representative;

(©)) violation of the rights protected under the Constitution or the civil rights
established under six specifically identified laws with respect to a taxpayer,
taxpayer representative, or other employee of the IRS;***

4 falsifying or destroying documents to conceal mistakes made by any employee
with respect to a matter involving ataxpayer or taxpayer representative;

(5) assault or battery on ataxpayer, taxpayer representative, or employee of the IRS,
but only if thereisacriminal conviction, or afinal judgment by acourt in acivil
case, with respect to the assault or battery;

(6) violations of the Code, Department of Treasury regulations, or policies of the IRS
(including the Internal Revenue Manual) for the purpose of retaliating against, or
harassing, ataxpayer, taxpayer representative, or other employee of the IRS,

(7)  willful misuse of the provisions of section 6103 of the Code for the purpose of
concealing information from a congressional inquiry;

(8 willful failureto file any return of tax required under the Code on or before the
date prescribed therefor (including any extensions), unless such failure is due to
reasonable cause and not to willful neglect;

122 1d. A discussion of the IRS s efforts to improve its technological infrastructureis
discussed at Part 1V.B. of this Report.

124 These laws are; (1) title VI or V11 of the Civil Rights Act of 1964; (2) title IX of the
Education Amendments of 1972; (3) the Age Discrimination in Employment Act of 1967; (4) the
Age Discrimination Act of 1975; (5) section 501 or 504 of the Rehabilitation Act of 1973; or (6)
title | of the Americans with Disabilities Act of 1990. IRS Reform Act, sec. 1203(b)(3)(B).
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9 willful understatement of Federal tax liability, unless such understatement is due
to reasonabl e cause and not to willful neglect; and

(10) threatening to audit ataxpayer for the purpose of extracting personal gain or
benefit."

In hisor her sole discretion, the Commissioner may determine that there are mitigating
factors that weigh against terminating an employee. This discretionary authority cannot be
delegated.

Each allegation of a section 1203 violation goes through a review and investigation
process.’®® First, the alegation initially is evaluated to determine whether it should be
investigated as a section 1203 violation. The Treasury Inspector General for Tax Administration
has primary responsibility for investigating allegations under section 1203. The factsfound asa
result of the investigation are then reported to the IRS for evaluation. IRS managers then must
determine whether a violation of Section 1203 has occurred. This determination is made by a
Division-level or above manager, with assistance of local |abor relations specialists and the staff
of the Centralized Adjudication Unit. The Centralized Adjudication Unit isinvolved in al
determinations under section 1203 for the purpose of ensuring consistency throughout the IRS.

If adetermination is made that sufficient facts exists to support a section 1203 violation, the
employee is given aletter advising that the IRS proposes to remove him or her from Federal
service. The employee has aright to respond to the letter. The management official then must
determine if the charge has been sustained by a preponderance of the evidence. If itis
determined that the charge has been sustained, the case file is forwarded to the IRS national
office for consideration by the Section 1203 Review Board.

The Section 1203 Review Board then reviews the case to determine whether a penalty
less than termination of employment is appropriate. The Section 1203 Review Board submits
recommendations for mitigation to the Commissioner. If the Section 1203 Review Board does
not find mitigation appropriate, the case is not submitted to the Commissioner and the statutory
penalty of removal isimposed.

As of February 28, 2002, there were 327 substantiated violations of section 1203.%%" Of
the 327 substantiated violations, 282 were for failure to file a Federal tax return.*® Of the 3,045
completed section 1203 inquiries, 2,098 inquires found that the allegation was not substantiated;
620 inquires were found to constitute non-section 1203 misconduct.**® Fifty-four employees

122 |RS Reform Act, sec. 1203(b).

126 See generally, Report of the Joint Committee on Taxation Relating to the Internal
Revenue Service as Required by the IRS Reform and Restructuring Act of 1998 (JCX-33-01),
May 4, 2001, Appendix, Letter from the IRS at 51-53.

127 See the final document of the Appendix (final four Appendix pages) at 2.

128 Id
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have been removed for section 1203 violations, 46 of whom were removed for willful failureto
timely file a Federal tax return.**

Effectiveness of section 1203

As part of this year’ s budget request, the IRS requested that two section 1203 violations
be eliminated from the list. These are the late filing of tax returns for which arefund is due and
actions by IRS employees that violate another IRS employee’ srights, rather than ataxpayer’s
rights. The IRS also requested that the unauthorized inspection of returns or return information
be added to the list of violations. In addition, the IRS wants the Commissioner to be able to
establish guidelines that outline specific penalties, including termination, for the types of
wrongful conduct listed under section 1203.***

According to the IRS, such changes are necessary because section 1203 is negatively
affecting employee morale and effectiveness. The IRS reports that since enactment of section
1203, IRS employees frequently report that fear of a section 1203 allegation causes reluctance to
take appropriate enforcement actions. Employees often report routine workplace disputes and
unprofessional conduct with taxpayers as potential section 1203 violations in order to avoid a
later claim that the failure to report such disputes or conduct was to hide potentially serious
misconduct. In addition, taxpayers and practitioners cite section 1203 in correspondence as an
apparent tactic to delay action by the IRS.**

Notwithstanding section 1203, the incidence of serious employee misconduct remains at
the low levels reported prior to its enactment. More than 90 percent of section 1203 violations
involve employee tax compliance, and according to the IRS, termination of employment
obviously is too harsh aremedy in many cases.™* Thus, 68 percent of tax compliance cases
result in mitigation, half of all cases involve refund returns, and 73 percent of employees
involved are at grade seven or below. The IRS concludes that removing refund return cases and
those involving employee against employee actions, combined with permitting the
Commissioner to establish arange of penalties, would better target section 1203 while improving
employee morale. In addition, adding the unauthorized inspection of taxpayer information to the
list of violations would permit the IRS to enforce such cases with greater consistency than under
present procedures.**
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The IRS notes that front line employees and managers frequently cite “the fear and
anxiety associated with section 1203 as a mgjor factor in their approach to enforcement
activity.”*® In addition, focus groups and surveys consistently report that thereisalink between
section 1203 and a decline in enforcement activity. The IRS reports that it will continue to
monitor employee attitudes about section 1203 in order to identify ways to address concerns
raised by the law.

The IRS Oversight Board found that section 1203 needs reform and identified four
guidelines as abads for reform: (1) eliminate mandatory termination and give |RS management
discretion in imposing a penalty, (2) include “willfulness’ as an element to any section 1203
offense, (3) eliminate from the list of offensesthe failure to file arefund return, and (4) eliminate
from the list of violations employee versus employee allegations.**

C. Personnel Flexibility and IRS M anagement

IRS Reform Act

The IRS Reform Act gave the IRS considerabl e authority relating to:

Pay authority for critical positions.--Upon request of the Treasury Secretary, the
Office of Management and Budget is authorized to set abasic salary rate for “critical
pay positions’ at levels higher than those generally authorized in the civil service
laws for critical positions. These rates, including bonuses, awards and differentials,
cannot exceed the rate of pay for the Vice President.

Streamlined critical pay authority.--The Treasury Secretary can designate positions,
set pay, and appoint up to 40 individuals to critical administrative, technical and
professional positions. Compensation cannot exceed that of the Vice President.

Recruitment, retention, and rel ocation incentives.--The Treasury Secretary was given
the authority to offer incentives for recruitment, retention, and relocation and to pay
rel ocation expenses.

Performance awards for senior executives.--The Treasury Secretary also was given
greater authority to pay performance bonuses to members of the Senior Executive
Service.

New performance management system.--The IRS Reform Act required
implementation of a new performance management system, stressing individual
accountability. The IRS Reform Act prohibits the use of enforcement goals, quotas
or statistics as the basis for awarding bonuses or merit pay.

1351d. at 22.

138 |RS Oversight Board Report at 11-12.
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Workforce classification and pay.--The Secretary can combine grades and salary
ranges to create broad banded systems for any or al of the IRS work force.

Limited appointments to career reserved Senior Executive Service positions.--The
IRS Reform Act permitsthe IRS to fill certain permanent positions with temporary
employees. The IRS Reform Act broadens the definition of a career reserved position
to include alimited emergency appointee. It also covers alimited-term appointee
who immediately upon entering the career reserved position, served under a career or
a career-conditional appointment outside of the Senior Executive Service, or where
the Office of Personnel Management approved the limited emergency or limited term
appointment in advance.

Workforce staffing.--Candidates for positions can be selected from the highest quality
category regardless of individual numerical rating. Further, the IRS can establish a
three year probationary period when a shorter period isinsufficient to evaluate an
employee. The Secretary also may detail an employee to a different assignment
without regard to the 120 day limitation otherwise applicable.

Streamlined demonstration project authority.--The IRS Reform Act permitsthe IRS
to take a streamlined approach to conducting research and testing alternative
management constructs. A demonstration project under this section would not be
subject to the ordinarily lengthy approval process.

| mplementation

Performance management system

The IRS reports that the Performance Management System for Executives, Managers and
Management Officials that was implemented in fiscal year 2000 continues to be improved.
According to the IRS, the intent of the system is “to more closely align individual performance
with organizational success through the Business Planning process and balanced M easurement
System.”**" For fiscal year 2001, the IRS reports that |eadership skills were included as part of
the performance expectations for executives and managers, which the IRS hopes will improve
the selection and development of organizational leaders.**®

Recruitment efforts

To attract and retain highly qualified and exceptional individuals, the IRS uses
professional search firms and often has executives, including the Commissioner, Deputy
Commissioner, and Treasury officias interview Streamlined Critical Pay candidates. The
Commissioner isthe final selecting official for al Streamlined Critical Pay executives, with fina
approval by the Treasury Department. The IRS reports that five Streamlined Critical Pay

137 See Appendix at 22.
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executives could have been accommodated using the Senior Executive Service pay scale. In
fact, for such executives their critical pay was less than the maximum pay available using the
Senior Executive Service. Nevertheless, the IRS credits the recruitment techniques (using a
search firm) and the streamlined aspect of the program with finding executives that are better
qualified than by using traditional recruitment means.**

According to the IRS, the Streamlined Critical Pay executives have brought exceptional
talent and awide range of skillsto the IRS. The IRS cites a number of significant contributions
made by Streamlined Critical Pay executivesin the areas of modernization, customer relations,
and compliance. For example, the IRS cites reforming the office of the National Taxpayer
Advocate, establishment of Business Systems Modernization, a nearly flawless Y 2K conversion,
new customer communications systems, anew initiative to combat abusive corporate tax
shelters, and implementation of an electronic crimes unit within Criminal Investigations.**°

In recruiting critical pay personnel, the IRS spent $1,822,759 for moving expenses (the
program is the same as for career personnel except the IRS Reform Act covers an executive's
first move prior to government service) and $3,639,985 on executive searches.***

The IRS states that more could be accomplished if IRS employees were ligible for
Streamlined Critical Pay positions, noting that one of the critical challengesfor the IRS is
retaining |RS employees with special skills at the executive level X

Loss of Streamlined Critical Pay executives

From the passage of the IRS Reform Act in July 1998 through April 2002, the IRS has
hired 46 Streamlined Critical Pay executives, 36 of which currently are working for the IRS.**
Through April 2002, 10 Streamlined Critical Pay executives have left the IRS. The average
tenure of the executives who have left is 17 months, with some staying as few as five months and
others as long as 29 months. Three departed executives stayed more than two years.**

D. Development of Organizational Performance M easures

Historically, enforcement revenue has been a key measure of success at the IRS. The
IRS Reform Act sought to change this focus through provisions such as the mandate for a new
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IRS mission statement and prohibiting the IRS from using tax enforcement results to evaluate
any IRS employee or to impose or suggest production quotas or goals.'*® Accordingly, the IRS
is changing its organizational performance measures to balance business results (both quantity
and quality), customer satisfaction, and employee satisfaction. The IRS notes that enforceme